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Fargo, North Dakota
October 26, 2001

Honorable Jim Poolman
Commissioner of Insurance
State of North Dakota

600 East Boulevard Avenue
Bismarck, ND 58505

Dear Commissioner:

In compliance with your instructions and pursuant to statutory provisions, an examination has
been made of the affairs and financial condition of

Noridian Mutual Insurance Company

at its home office at 4510 13th Avenue SW, Fargo, North Dakota. The following report is
respectfully submitted.

SCOPE OF EXAMINATION

Noridian Mutual Insurance Company, hereinafter referred to as the "Company", was last
examined as of December 31, 1995, by the North Dakota Insurance Department. The current
examination was conducted by Examiners from the North Dakota Insurance Department with
assistance from the consulting firm of INS Services, Inc.

This examination has been conducted pursuant to N.D. Cent. Code § 26.1-03-19.3 and covers
the four-year period from January 1, 1996, through December 31, 1999. During the course of
this examination, assets were verified and valued and all known liabilities were established in
accordance with statutory requirements and procedures recommended in the National
Association of Insurance Commissioners (NAIC) Examiners Handbook. The extent of review on
any given account or activity was based upon its relationship and importance to the total
operation.

Accounting and other pertinent records were reviewed and test-checked to the extent deemed
appropriate and a general review of the Company’s operations was conducted.

The Examiners have reviewed pertinent audit working papers prepared by EideBailly, L.L.P., an
independent public accounting firm. Certain of the audit work papers prepared by EideBailly,
L.L.P. have been photocopied and incorporated into the Examiners' working papers, all of which
assist in the preparation of this report of examination.

Details pertaining to the various phases of the examination are set forth under the appropriate
caption in subsequent sections of this report.



RECOMMENDATIONS FROM PRIOR EXAMINATION REPORT

All recommendations made in the prior statutory examination report have been adequately
addressed by the Company.

HISTORY

The North Dakota Hospital Service Association was incorporated on March 20, 1940, under the
laws of the State of North Dakota relating to benevolent and charitable corporations. On
February 28, 1964, the Articles of Incorporation were amended, changing the name to Blue
Cross of North Dakota.

The North Dakota Physicians Service was incorporated on December 7, 1945, under the laws of
the State of North Dakota relating to benevolent and charitable corporations. On March 27,
1971, the Articles of Incorporation were amended, changing the name to Blue Shield of North
Dakota.

On July 1, 1986, the merger of the two companies was approved, with the name of the surviving
company being Blue Cross and Blue Shield of North Dakota.

Effective January 30, 1998, the Company converted from a not-for-profit health services
corporation to a nonprofit mutual insurance company and the Company’s name was changed
from Blue Cross Blue Shield of North Dakota to Noridian Mutual Insurance Company. The
conversion also passed ownership to the policyholders and gave the Company ability to market
products in states other than North Dakota.

The Company is incorporated as a nonprofit mutual insurance company and is governed by
N.D. Cent. Code Chapter 26.1-12 and Section 26.1-17-33.1.

The Company is subject to the premium tax statutes of this state and has been paying a tax on
premiums received on fully insured business since 1983. As of December 31, 1999, the tax rate
was 1.75 percent. The Company did not participate in the North Dakota Life and Health
Insurance Guaranty Association (Guaranty Association) prior to August 1, 1993; however, a
legislative change effective August 1, 1993, made the Company a member of the Guaranty
Association. The Company became subject to federal income taxes under the federal Tax
Reform Act of 1986.

ORGANIZATIONAL CHART

The relationship of the Company to its subsidiaries and affiliates is shown in the following
organizational chart:
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Noridian Insurance Services, Inc. (NISI), of which the Company owns 99.18 percent, operates
as an insurance agency, and provides managerial services to affiliates Lincoln Mutual Life and
Casualty Insurance Company (LML) and Pioneer Mutual Life Insurance Company (PML). The
common stock of NISI was valued at $1,209,847 as of December 31, 1999.

Pursuant to joint venture agreements with PML and with LML, NISI received the following
management fee income for administrative and marketing services provided to the affiliates:

PML
LML
Total

1996 1997 1998 1999
$ 9,135,966 $ 9,446,623 $ 9,496,977 $ 9,225,526
1,084,225 1,142,215 1,175,435 1,159,457
$10,220,191 $10,588,838 $10,672,412 $10,384,983

Total operating and commission expenses allocated by the Company to NISI are shown below
along with NISI’s net income (loss) for calendar years 1996 through 1999:

Pioneer Mutual
Life Insurance

Corporation of
North Dakota

Comprehensive
Health
Association of
North Dakota




1996 1997 1998 1999
Operating expenses $10,242,282 $10,596,815 $10,672,394 $10,398,277
Net income (loss) (465,794) (411,068) 266,576 467,133

The Administrative and Related Services Agreement with NISI does not specify the method of
compensation for services provided under the agreement.

It is recommended the Company amend its Administrative and Related Services
Agreement with NISI to specify the method of compensation for services provided under
the agreement.

Benefit Plan Administrators, Inc. (BPA), provides claims paying services for self-insured
health care plans in the Dakotas and Minnesota. BPA'’s services include administration of
defined benefit and defined contribution pension plans, eligibility systems, claims adjudication,
precertification, and managed care. NISI purchased 750 shares (75%) of the 1,000 outstanding
common stock shares of BPA in 1995. As a result of the purchase, the employees of BPA
became employees of the Company at their current salaries and received full credit for past
employment with BPA for purposes of all the Company fringe benefits.

Total operating expenses allocated by the Company to BPA for calendar year 1999 were
$2,025,574 and BPA incurred a net operating gain of $18,266 in 1999.

The Company does not have an agreement with BPA for the administrative and management
services provided by the Company to BPA.

It is recommended that the Company enter into a written cost-sharing agreement with
BPA covering the administrative and management services provided to BPA and the
basis for allocating expenses incurred by the Company.

Northern Capital Management Company (NCM), of which the Company owns a 60.29 percent
interest, was incorporated in 1987 and provides investment advice and manages investment
funds for individuals and business entities, including the Company. Pursuant to an agreement
effective June 27, 1989, the Company has been providing long-term administration,
management, marketing, and insurance services to NCM. Pursuant to the agreement, NCM
employees became employees of the Company and the method of compensating the Company
for these services is based on their actual reasonable cost as determined by the Company’s
cost accounting system. Under the agreement, compensation to the Company for the services
provided by it may not exceed 110 percent of NCM's annual budget for such services.

Northern Capital Trust (NCT) was incorporated in 1990 and is a wholly-owned subsidiary of
NCM. As of December 31, 1999, approximately 94 percent of the Company’s securities were
held in NCT under a custodial agreement. NCT had the same Board of Directors as NCM as of
December 31, 1999.

Payroll Solutions, L.L.C. is a wholly-owned subsidiary of NCM and operates as a payroll
processing company.

Twenty First Century Information Solutions, Inc., incorporated May 18, 1994, is a wholly-
owned subsidiary of the Company formed to furnish computer services to providers which allow



providers to become electronically integrated with the Company. For a monthly fee, providers
receive access to membership eligibility, a provider directory, online preauthorizations and
referrals, claim status information, and online HealthCare Bulletins. At December 31, 1999, this
corporation had little or no activity.

Coordinated Financial Resource Group was formed to coordinate the activities of the
individual companies affiliated with Noridian by facilitating communication and strategy for the
affiliated members.

Affiliates

Lincoln Mutual Life Insurance Company (Lincoln) was incorporated as a mutual insurance
company in 1935 under the laws of North Dakota. Its administrative offices are located in
Fargo, North Dakota. In 1989, the Company entered into an operating agreement with Lincoln
to provide it with administration, management, marketing, and insurance services. As of
December 31, 1999, Lincoln was licensed in 14 states. Lincoln wrote approximately $21 million
of direct premiums in 1999. More than 97 percent of those premiums were written in the
following states:

South Dakota
North Dakota

71.5 percent
25.6 percent

The growth of Lincoln is reflected in the following schedule:

Direct Premiums Admitted
Year Written Assets Liabilities Surplus
1995 $11,223,000 $25,511,000  $22,470,000 $3,040,000
1996 10,244,000 26,652,000 23,141,000 3,510,000
1997 11,106,000 27,448,000 23,374,000 4,074,000
1998 16,623,000 28,568,000 23,504,000 5,064,000
1999 21,097,000 29,569,000 23,633,000 5,936,000

The Affiliated Employees Credit Union is a credit union sponsored by the Company that
provides limited financial services to employees of the Company and its subsidiaries and

affiliates.

North Dakota Vision Services, Inc. (Vision) was incorporated on March 10, 1961, under the
laws of North Dakota and is governed under N.D. Cent. Code Chapter 26.1-17 pertaining to
nonprofit health service corporations. Corporate membership of Vision is composed of
optometrists and physicians who are licensed in North Dakota. Vision is governed by a Board
of Directors consisting of nine individuals.

Vision began offering benefits for certain optometric services in 1974. Pursuant to an

agreement effective September 23, 1974, the Company began providing sales and

administrative services to Vision. None of the officers or directors of the Company were serving



on the Board of Directors of Vision as of December 31, 1999. One officer of the Company was
serving as an officer of Vision as of December 31, 1999.

The growth of Vision is reflected in the following schedule:

Premiums Admitted
Year Earned Assets Liabilities Surplus
1995 $913,000 $646,000 $226,000 $420,000
1996 996,000 638,000 228,000 410,000
1997 1,214,000 618,000 252,000 366,000
1998 1,814,000 644,000 367,000 277,000
1999 2,219,000 815,000 313,000 502,000

Dental Service Corporation of North Dakota (Dental) was incorporated on May 22, 1970,
under the laws of North Dakota and is governed under N.D. Cent. Code Chapter 26.1-17
pertaining to nonprofit health service corporations. Corporate membership of Dental is
composed of licensed dentists who practice in North Dakota. The affairs and business of
Dental is managed by a Board of Directors.

Dental began offering benefits for certain dental care services in 1973. Pursuant to an
agreement effective September 23, 1975, the Company began providing sales and
administrative services to Dental. None of the officers or directors of the Company were serving
on the Board of Directors of Dental as of December 31, 1999. One officer and one assistant
vice president of the Company were serving as officers of Dental as of December 31, 1999.

The growth of Dental is reflected in the following schedule:

Premiums Admitted
Year Earned Assets Liabilities Surplus
1995 $8,719,000 $4,090,000 $1,233,000 $2,857,000
1996 9,435,000 4,829,000 1,645,000 3,184,000
1997 10,854,000 5,731,000 2,196,000 3,535,000
1998 13,158,000 5,789,000 2,203,000 3,586,000
1999 14,448,000 6,326,000 2,215,000 4,111,000

Comprehensive Health Association of North Dakota (CHAND) is a statutorily created
association organized to provide health care coverage to high-risk individuals who would
otherwise not be able to obtain coverage. The Company is the lead insurer and administrator of
the program. The Company is reimbursed by CHAND for its direct and indirect expenses, but is
limited to receiving no more than 12.5 percent of premiums for reimbursed expenses.

Pioneer Mutual Life Insurance Company (Pioneer) was incorporated in 1947 under the laws
of North Dakota. Its administrative offices are located in Fargo, North Dakota. In 1991, the
Company entered into an operating agreement with Pioneer to provide it with administration,



marketing, and insurance services. As of December 31, 1999, Pioneer was licensed in 38
states. Pioneer wrote approximately $43.7 million of direct premiums in 1999. Approximately
56.2 percent of those premiums were written in the following states:

North Dakota 15.9 percent
Minnesota 15.4 percent
California 13.6 percent
Oregon 11.3 percent

The growth of Pioneer is reflected in the following schedule:

Direct Premiums Admitted
Year Written Assets Liabilities Surplus
1995 $50,137,000 $377,634,000 $361,665,000 $15,969,000
1996 47,399,000 406,944,000 380,520,000 26,424,000
1997 47,816,000 422,539,000 392,285,000 30,254,000
1998 46,319,000 436,888,000 405,801,000 31,087,000
1999 43,679,000 444,629,000 412,364,000 32,265,000

Comments on the agreements with Lincoln Mutual Life Insurance Company and Pioneer Mutual
Life Insurance Company and further comments on NCM are included under separate headings.

North Dakota Caring Foundation, Inc. is a not-for-profit organization developed by the
Company to provide primary and preventive health services to children who reside in
households which have an annual income exceeding the state’s medical assistance guidelines
but falling below the federal poverty level. The Company provides all administrative services for
the foundation at no cost.

BLUE CROSS BLUE SHIELD ASSOCIATION

The Blue Cross Blue Shield Association (Association) is a national trade association and
coordinating agency of the 50 Blues plans throughout the United States and Canada, and the
owner and licensor of the Blue Cross and Blue Shield names and trademarks. The Association
performs three primary roles--those of a trademark licensor, a trade association, and a provider
of various business and coordinating plan services.

The Association protects the value of the Blue Cross and Blue Shield names and trademarks by
requiring plans to comply with terms of a license agreement. The agreement defines the
geographic boundaries within which plans may use the names and trademarks and the
conditions of that usage. The Association also represents the collective interests of plans
before the federal and state governments and certain other national organizations. Additionally,
the Association administers programs designed to coordinate plan coverage nationwide for
private business and government contracts and provides consulting services to individual plans.

The Association is governed by a Board of Directors composed of the chief executive officers

from most Blues plans and is primarily funded by plan dues. Dues paid by the Company to the
Association for the years 1996, 1997, 1998 and 1999, are as follows:
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Year Private-Side Dues Medicare Dues

1996 $444,595 $ 55,788
1997 468,900 93,530
1998 489,442 121,636
1999 559,379 164,156

In 1993, the Company invested $500,000 in Series A Participating Preferred Stock of BCS Plan
Investors Corporation. BCS Plan Investors Corporation is a wholly-owned subsidiary of Blue
Cross Blue Shield Association and was established to take over the Washington, D.C., Blue
Cross Blue Shield plan. Through this funding mechanism, a consortium of 37 Blues plans made
financial commitments to the Washington, D.C., plan that increased that plan's surplus by $60
million. The Company disposed of 128 shares in 1997, 74 shares in 1998, and 74 shares in
1999. The stock had a book and admitted value of $223,500 at December 31, 1999.

Dividends received on the preferred stock are as follows:

1996 $18,000
1997 18,000
1998 6,630
1999 14,751

MANAGEMENT AND CONTROL

Membership

A member is defined in the Bylaws as (a) an owner of an individual accident and health policy or
health service contract or an owner of a stop-loss insurance policy and (b) a person named as a
subscriber or certificate holder under a group accident and health insurance policy or health
service contract. According to the Bylaws, each member of the Company shall be entitled to
one vote on each matter submitted to a vote of the members.

The annual meeting of the members shall be held in the month of December of each year at the
time, day, and place determined by the Board of Directors for the purpose of electing directors
and transacting any other business as may properly come before the meeting.

Special meetings of the members may be called at any time upon written request of the
President/CEQ, the Chairman of the Board, five or more Directors, five percent or more of the
members, or as otherwise required by law.

Written or printed notice stating the place, day. and hour of any meeting of members shall be

delivered by mail to each member entitled to vote at the meeting. A quorum for the annual
meeting is those members present in person or represented by written proxies.

Board of Directors




The Bylaws provide that the Board of Directors shall consist of thirteen directors, consisting of
eight member directors and five provider directors. The director classifications are defined as
follows: (a) member directors - members of the Corporation, or officers, directors, or trustees of
Members of the Corporation, who are not providers of health care services and who are not
employees or persons having a financial interest in, any provider of health care services, and (b)
provider directors - physicians or chief executive officers of hospitals. All directors must be
members of the Corporation or have health coverage through a person or entity that is a
member.

The directors shall be elected by a majority of the members present or represented by proxy at
the annual meeting. Each director shall be elected for a term of three years. No director shall
serve more than three successive three-year terms. The terms of the directors are staggered
so that approximately one-third of the terms expire each year.

According to the Bylaws, the Board of Directors shall meet not fewer than six times annually.
The annual meeting of the Board is in December. Special meetings of the Board may be called
at any time by the Chairman of the Board, the President/CEQ, or any two directors.

Directors shall not receive any stated salaries for their services, but by resolution of the Board of
Directors, Directors may receive compensation for attendance at a regular or special meeting of
the Board of Directors. During 1999, the Board of Directors received $500 per day for
attendance in person at each meeting and $250 per conference call.

Following is a list of the directors and their principal business affiliations as of December 31,
1999:

No. of
Years as
Name Category Director Business Affiliation

Allen Michael Booth, MD P 5 Physician, Heart & Lung Clinic
Bismarck, North Dakota

Robert Edwin Grossman, P 3 Physician, Hettinger Clinic

MD Hettinger, North Dakota

Steve Al Herman M 7 A-Action Moving and Storage
Bismarck, North Dakota

Richard Max Johnsen M 3 Johnsen Trailer Sales, Inc.
Bismarck, North Dakota

Kenneth Johan Johnson M 10 President, Monarch Products Co.
Minot, North Dakota

Frank Patrick Keogh M 3 American State Bk. & Trust Co.
Williston, North Dakota

Ricki Eugene Larson M 7 Sheyenne Tooling and Manufacturing, Inc.
Cooperstown, North Dakota

Mary Magdalene Lewis M 10 Corporate Secretary, Lewis Truck Lines

Fargo, North Dakota



No. of

Years as
Name Category Director Business Affiliation

Wallace Edward Radtke, P 6 Physician, MeritCare Medical Group

MD Fargo, North Dakota

Richard Lawrence Rayl M 7 Vice President for Business & Finance
North Dakota State University
Fargo, North Dakota

Daryl John Wilkens P 6 Cavalier County Memorial Hospital
Langdon, North Dakota

Mark Stewart Sanford M 2 Grand Forks Public Schools
Grand Forks, North Dakota

Richard Allen Tschider P 3 St. Alexius Medical Center

Bismarck, North Dakota

Category: P -Provider, M - Member

Committees

Financial and Investment Committee

The Finance and Investment Committee is composed of five members of the Board of Directors.
The Finance and Investment Committee met four times in 1996, five times in 1997, four times in
1998, and five times in 1999 ratifying the investment transactions made by the Company’s
investment manager and custodian, Northern Capital Trust Company. The Committee
approves such investments in accordance with formal guidelines established by the Board of
Directors.

Audit and Compliance Committee

The Audit and Compliance Committee is composed of four directors. The Audit Committee met
four times in 1996, four times in 1997, five times in 1998, and four times in 1999.

Other Committees

Other committees designated by the Bylaws and composed only of Board members are:
Governance and Nominating Committee, Quality Committee, and Human Resources and
Compensation Committee. The Board of Directors may designate additional committees as it
deems necessary.

10



Officers

The managing corporate officers of the Company are determined by the Board of Directors and
include a President and Chief Executive Officer, one or more Vice Presidents, and other officers
as authorized by the Board. The President is elected annually at the annual meeting of the
Board of Directors.

The officers serving as of December 31, 1999, were as follows:

President
and CEO
Michael
Unhjem
Executive
VP & COO
Robert
Carlson
SR VP SR VP, SR VP, SR VP SR VP
Health Marketing Medical Information Corporate
Care & & Manage- Services Services
Member Customer ment Michael
Services Service Bruce Darrell Hamerlik
Ryn Pitts Chad Carlisle, Vanyo
Niles MD
VP VP VP VP VP VP & VP
Health Finance & Government Human Dev. & General | Communi-
Care & Actuarial Programs Resources Business Counsel cations
Member Steve Jay Rose Strategies Dan Larry
Services Leno Martinson Noesen Tim Schwandt | Gauper
Mike Huckle
Bergh

Conflict of Interest

The Board of Directors adopted and published a resolution concerning conflict of interest, which
is provided to the directors, officers, and key employees. The resolution requires full disclosure
of any interest which might result in a conflict for a director, and forbids a material conflict of
interest on the part of an officer or employee.

Conflict of interest statements are completed each year by directors, officers, and key

employees disclosing any material interest or affiliation likely to cause any conflict. The
statements are reviewed by the Vice President and General Counsel. If a conflict is disclosed,
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the affected party is notified and a review of the situation occurs. Resolution is usually obtained
by discussing the situation with the party involved and developing parameters for dealing with
potential conflicts.

The conflict of interest statements are reported each year to the Board of Directors which
generally accepts recommendations from the Company staff. During the period under review,
the Board accepted the statements as filed by the directors.

The Examiners reviewed conflict of interest statements provided by the Company for 1996
through 1999. No significant exceptions were noted.

Corporate Records

The Articles of Incorporation, Bylaws, and the minutes of the Members of the Corporation,
Board of Directors, Finance and Investment Committee, and the various other committees were
reviewed in detail. It was determined that meetings were held in accordance with the Bylaws
and that actions were documented within the minutes.

The Company's Articles of Incorporation and Bylaws were amended and restated in 1998 in
connection with the Company’s conversion to a nonprofit mutual insurance company.

Contributions

The Policy for Corporate Contributions originally adopted by the Board in July 1995 and
amended in December 1998 contains the following major provisions:

. The Communications Division will establish and administer an annual
contributions budget according to the priority criteria and authorization
procedures specified.

. Priority consideration is given to organizations, programs, or events that
emphasize the overall wellness and health of North Dakota residents; that
promote children’s growth and development; and that improve the general status
of communities.

. Authorization procedures requiring: written requests; approval by the Vice
President of the Communications Division of contributions up to $5,000; approval
by the President and CEO of contributions exceeding $5,000; and approval by
the Board of Directors for contributions exceeding $10,000.

Contributions made by the Company in 1996 through 1999 total the following amounts:

1996 contributions $81,979
1997 contributions $110,208
1998 contributions $114,946
1999 contributions $53,554

The Examiners reviewed contribution records for compliance with authorization procedures; no
exceptions were noted.
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Fidelity Bond

At December 31, 1999, the Company is the named insured on a financial institution bond
(Standard Form No. 25) issued by the Hartford Fire Insurance Company. The bond has an
aggregate loss limit of $2,000,000 which exceeds the minimum coverage suggested by the
National Association of Insurance Commissioners.

OFFICERS’, EMPLOYEES’, AND AGENTS’
WELFARE AND PENSION PLANS

Group Life and Accidental Death and Dismemberment

Group life on the term plan is made available to full-time employees after three months of
continuous employment. The entire cost is paid by the Company. The amount of the policy for
basic insurance equals two times the employee's annual salary.

Hospital, Medical, Surgery, Vision, and Dental Coverage

Hospital, medical, surgery, major medical, and related benefits are available to employees of
the Company. The Company's participation in the cost of the foregoing benefits is based on
the employee's months of service as shown in the following schedule:

0 through 36 months 66.7%
37 through 60 months 75.0%
61 through 84 months 85.0%
85 months and over 100.0%

Dental and vision benefits are provided after six months of employment. The cost calculation
and the Company's participation is the same as for the health insurance shown in the previous
statement.

National Retirement Program

The National Retirement Program is a self-administered pension trust set up under the laws of
lllinois through the Blue Cross Blue Shield Association. This mutual program was organized to
provide retirement income for Blue Cross and Blue Shield employees.

To become eligible for the current retirement program, the employee must have completed one
year of service (or have completed 1,000 hours in a 12-month period) with the Plan and attained
the age of 21 years.

The current program is designed to provide a lump sum benefit based on years of service and
final average salary of up to 432% for employees with 35 or more years of service. Employees
are vested after five years of service.

The Company's funding and accounting policies are to contribute annually the minimum amount

required by applicable regulations plus such additional amounts as the Company determines to
be appropriate and to charge such contributions to expense in the year they are deductible for
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income tax purposes. The Company contributed the following amounts to the pension plan
during the period under review:

Year Amount

1996 $3,424,000
1997 3,333,000
1998 3,400,000
1999 3,400,000

Supplemental Retirement Program

The Company established an unfunded supplemental employee retirement plan (SERP) for
certain management employees that meet the required provisions. To become eligible, an
employee must meet the requirements of the National Retirement Program and exceed the
maximum compensation level or maximum annual benefit as set by the Internal Revenue Code.
The Company’s costs and reimbursements by affiliates for this plan for the period under review
were as follows:

Reimbu